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DEPLETION AND THE FEDERAL INCOME TAX
HELOISE BROWN, C.P.A.By
The question of who is entitled to a deple­
tion allowance has puzzled taxpayers who 
own an interest in oil and gas properties 
ever since the passage of the first income 
tax law. This is clearly shown by numerous 
court cases over a period of years—many 
of which have been carried to the Supreme 
Court of the United States.
Section 23 (m) provides that there shall 
be allowed as a deduction in computing net 
income in the case of mines, oil and gas 
wells, other natural deposits, and timber, a 
reasonable allowance for depletion and for 
depreciation of improvements. Section 114 
prescribes the bases upon which deprecia­
tion and depletion are to be allowed.
Under such provisions, a taxpayer who 
retains an “economic interest” in the miner­
als, etc., in place may take a depletion al­
lowance. An economic interest is possessed 
in every case in which the taxpayer has ac­
quired, by investment, any interest in min­
eral in place or standing timber and securi­
ties, by any form of legal relationship, in­
come derived from the severance and sale 
of the mineral or timber, to which he must 
look for a return of his capital. But a per­
son who has no capital investment in the 
mineral deposit or standing timber does not 
possess an economic interest merely because, 
through a contractual relation to the owner, 
he possesses a mere economic advantage de­
rived from production. Thus, an agreement 
between the owner or an economic interest
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and another entitling the latter to purchase 
the product upon production or to share in 
the net income derived from the interest of 
such owner does not convey a depletable eco­
nomic interest.
Authority for allowance of the deduction 
to the owner of an economic interest is con­
tained in the Regulation under Section 
29.23(m)-1. This regulation is based upon 
a decision of the Supreme Court rendered 
in the case of Palmer vs. Bender which 
stated, in effect, that if a person is entitled 
to a share of the oil and gas in place or a 
right to share in it upon production, he has 
an economic interest and is entitled to a 
depletion allowance. This point was further 
defined by the Supreme Court in the case of 
Helvering vs. Bankline Oil Company as not 
including a mere economic advantage de­
rived from production, through a contrac­
tual relation to the owner, by one who has 
no capital investment in the mineral deposit. 
Thus the mere ownership of an economic in­
terest in oil and gas in place is actually a 
capital investment. The fact that one owns 
a share of the oil and gas underlying a cer­
tain property and is to depend upon the pro­
duction from that property in order to get 
any use of it permits the owner of such an 
interest to deduct an amount for depletion 
in arriving at his net taxable income from 
the property.
A taxpayer who makes an outright sale 
has no further right to a depletion allow­
ance. The Supreme Court has also held that 
the outright seller of an oil lease is not 
thereafter entitled to a depletion allowance, 
though he may have retained a right to fur­
ther payments out of the income from the 
property (Helvering vs. Elbe Oil Land 
Development Company). The court found 
that there had been an outright sale with­
out retention of any investment in the prop­
erty, and depletion was therefore not allow­
able. In an earlier case—that of Commis­
sioner vs. Fleming—the Fifth Circuit Court 
ruled that where gas and oil leases were sold 
for a fixed sum plus a part of the lessee’s 
share in the oil and gas produced, depletion 
was allowable as to the reserved share but 
not as to the initial payment. The Supreme 
Court refused to hear an appeal. A lessee 
who transfers his interest in the property 
but retains an overriding royalty is entitled 
to the deduction. It is immaterial whether 
the transfer is by assignment or by sublease. 
A lessor or a sublessor who retains a right 
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to royalties from oil produced has such an 
economic interest as will entitle him to a 
depletion allowance.
Where a lessee agrees that he will pay a 
minimum royalty, even though the minerals 
covered by that royalty are not extracted, 
the lessor is entitled to depletion to the same 
extent as if the minerals had been removed. 
No further deduction is allowed, of course, 
when actual removal takes place, and if the 
minerals are not extracted at all, and the 
lease is terminated, the lessor must adjust 
his capital account by restoring the deple­
tion deductions made in prior years and a 
corresponding amount must be returned as 
income for the year in which the termina­
tion occurs.
Advance royalties or oil bonuses are sub­
ject to a depletion allowance. The courts, 
in such case, have held that the landowner 
receiving the bonus simply receives oil roy­
alties in advance, and that he is therefore 
entitled to a deduction for depletion on the 
amount received, the same as if it had been 
produced. If, however, the property should 
fail to produce oil or gas, and if it should be 
abandoned by the operator, thereby revert­
ing to the owner, then the amount of deple­
tion taken as a deduction on the tax return 
of the taxpayer at the time the bonus was 
received, must be shown as income during 
the year which the property was abandoned.
The law provides that “in the case of 
property held by one person for life with 
remainder to another person, the deduction 
shall be computed as if the life tenant were 
the absolute owner of the property and shall 
be allowed to the life tenant.” In the case of 
property held in trust the allowable deduc­
tion shall be apportioned between the income 
beneficiaries and trustee in accordance with 
the pertinent provisions of the instrument 
creating the trust, or, in the absence of such 
provisions, on the basis of the trust income 
applicable to each.
IDEA EXCHANGE (Continued from page 
dress, age, date of employment, etc. In the 
body of the card list the many jobs which 
the employee can perform. If she is an of­
fice employee, can she file—can she take dic­
tation—what is her approximate typing 
speed—can she do statistical work—can she 
handle a complete set of books—can she 
work with customers over the phone—can 
she sell—can she take responsibility—could 
you send her out on an assignment un­
assisted—is she a leader, etc.
Periodically, interview these individuals 
and check to see if this list is accurate and 
up to date. Get their viewpoints as to why 
they do or don’t like their jobs. Analyze 
these viewpoints. We should all welcome and 
certainly profit from constructive criticism. 
Don’t allow yourself to develop personal 
prejudices—get the facts from the individu­
als themselves; many of us are much too 
willing to believe what we hear. Deal with 
your employees as you would want a superior 
to deal with you. Also list the clubs each be­
longs to and the offices held; encourage such 
contacts, for they will not only broaden 
and enrich your employee’s life, but will in­
directly attract attention to yourself and 
your business.
On the reverse side of the card, record the 
interview dates.
For a recapitulation of these employee 
cards, prepare a control card listing all the 
jobs available; indicate opposite these jobs 
the number of people trained to perform 
them. At a glance this control card will show
7)
you the healthy or unhealthy condition of 
each department or job, or the need for fur­
ther personnel or training to keep each and 
every job up to date at all times. How many 
times we hear complaints of results being 
late because of illness on the part of an in­
dividual and the lack of trained personnel 
to step in and keep the work active. Personal 
contacts will play a big part in alleviating 
such situations—so many times we aren’t 
fully conscious of the many jobs our em­
ployees can or do perform, and with this con­
trol card picture, stress may be placed on 
the weak spots, and the highly capable in­
dividuals we were not entirely aware of 
will be given the recognition due them.
Another Use for Card Records
So often the program chairman of an or­
ganization finds that there is a repetition 
of the programs of the previous year, due to 
lack of knowledge of the previous speakers 
and subjects. A card containing the name, 
date, topic, brief review of the educational 
background and activities of the speaker, 
etc., alphabetically filed, would not only be 
of aid to the current program chairman, but 
would serve as a history of the organiza­
tion’s programs.
WOMEN AT UN
Twenty-two women from 13 countries are 
representing their governments as dele­
gates, alternates, or advisors at the current 
second session of the United Nations Gen­
eral Assembly.
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